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PREFACE 

A s part of its mission to advise and inform the Governor, the General Assem- 
bly. and the public about the long-term implications of policies, the Ken- 
tucky Long-Term Policy Research Center, in conjunction with the University of 
Kentucky Martin School of Public Policy and Administration, reports here on tax 
policy in the Commonwealth. This collection of articles by some of the state s 
leadino experts considers the underlying principles and purposes of tax systems 
and examines the Commonwealth’s overall tax structure in light of these, consid- 
ering the adequacy of our current system over the long term, its fairness to fami- 
lies *and businesses, and its competitiveness. This report also explores the 
implications of economic and demographic trends for the future and the chal- 
lenges and opportunities that efforts to reform and modernize our tax system face 
in view of their history here and. more recently, in other states. Whether read in its 
entirety or as stand-alone chapters that address discrete topics, policymakers at 
every level and all who are interested in and concerned about the fiscal future of 
the Commonwealth will likely find information of interest in this report. 

KFNTUCKY 

LONG-TERM POLICY RCSEUICI I CENTER 



The Kentucky Long-Term Policy Research Center was created by the General 
Assembly in 1992 to bring a broader context to the decisionmaking process. The 
Center’s mission is to illuminate the long-range implications of current policies, 
emerging issues, and trends influencing the Commonwealth’s future. The Center 
has a responsibilitv to identify and study issues of long-term sigmficance to the 
Commonwealth and to serve as a mechanism for coordinating resources and 
groups to focus on long-range planning. 

Michael T Childress serves as the Executive Director of the Kentucky Long-Term 
Policy Research Center. Those interested in further information about the Center 
should contact his office directly at: 

1 1 1 St. James Court 
Frankfort, Kentucky 40601-8486 
Phone: 502-564-2851 or 800-853-2851 
Fax: 502-564-1412 or 800-383-1412 
e-mail: info@kltprc.net 
www.kltprc.net 
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SUMMARY 



K entucky state and local governments’ general revenue was approximately 
$18.4 billion during the 1998-99 fiscal year. Of this amount, just over half, 
or about 53 percent, came from taxes (i.e., sales, income, occupational, or prop- 
erty). As shown in Figure S.l, the other 47 percent came from the federal govern- 
ment (i.e., intergovernmental transfers), charges (e.g., tuition), or some other 
source (e.g., interest earnings). 1 This report touches on many of these areas, but its 
principal focus is on state and local taxation. And because the topic of state and 
local taxation is too vast and complex for a single study or volume to examine 
every facet, we have focused our inquiry on the following questions: 

• What does “the ideal” tax system look like and how does Kentucky’s 
system compare? 

• Will our current system provide adequate revenue for the long-term? 

• Is the tax system efficient ? 

• How fair or equitable is the tax system? and, 

• Are we competitive with respect to the taxation of business? 



FIGURE S.l 



Distribution of Kentucky State and Local 
Government General Revenue, 1998-99 





1 U.S. Census Bureau, Kentucky State & Local Government Finances by Level of Government: 1998- 
99 <http://www.census.gov/govs/estimate/9918ky.html> 4 Oct. 2001 . 
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The best tax system is wholly dependent upon the policy objectives and the 
socioeconomic context; consequently, there is no single ideal system. Nonethe- 
less, there are good tax principles to which we should adhere but frequently have 
not. Over the years, a number of incremental changes and special tax code ex- 
emptions have reduced compliance with long-standing, “good” tax principles, 
degraded the efficiency of the system, and reduced the elasticity of several taxes, 
especially the sales tax. Other economic changes such as the growth of remote 
sales and other structural economic changes have further exacerbated the ability of 
the state’s revenue to grow in proportion to the expansion of Kentucky’s econ- 
omy— a reasonable expectation if Kentucky state and local governments are to 
provide the educational and other services demanded by Kentucky’s citizens. 
These deficiencies have been growing over time and cause us to question the 
long-term adequacy of Kentucky’s system of state and local taxation. And while 
we find that the overall system is not egregiously regressive or unfair, the system 
could be made more progressive by lightening the tax burden on the working 
poor, but at a significant cost. Finally, we show that Kentucky’s business taxes are 
essentially competitive with neighboring states. 



THE IDEAL SYSTEM 

E xisting tax policies in Kentucky, as well as everywhere else in the world, 
reflect a tug of war among different policy objectives; thus, there is no 
uniquely ideal tax structure. Nevertheless, tax policy experts generally agree 
that a good state and local tax system should: (1) provide appropriate (i.e., ade- 
quate) and timely revenues; (2) distribute burdens equitably (i.e., fair); 
(3) promote economic efficiency and economic growth, including achieving a 

fiscal system that is competitive with those of 
other states; (4) be easily administered; and 
(5) ensure accountability (i.e., transparency). Un- 
fortunately, many of the marginal changes to 
Kentucky’s tax structure over the last several dec- 
ades were enacted with little consideration of 
their impact on the overall fairness, neutrality, 
simplicity, adequacy, or competitiveness of the 
Kentucky tax structure. Understanding the trade- 
offs between the principles and adhering to them 
is important for Kentucky to have a good system of state and local taxation. We 
can do a better job in tax policy analysis and formulation if we clarify our thinking 
about fundamental goals and tradeoffs among them. In short, we can elevate the 
dialogue surrounding tax modernization and increase the understanding of the tax 
stiucture, both among state and local policymakers and citizens at large, by care- 
fully evaluating tax changes in the context of the principles of a good tax system. 



We can do a better job 
in tax policy analysis 
and formulation if we 
clarify our thinking 
about fundamental 
goals and tradeoffs 
among them. 



ADEQUACY 

rT1h e i ssue °f adequacy has both a short- and long-term component. We have 
-1- focused our analysis on the long-term adequacy of the tax system, but recent 
events have focused the attention of policymakers and citizens on the short-term 
outlook. Budgetary demands have become much more acute in Kentucky as a 
result of the approximate $713 million in budget adjustments this biennium. 2 
Moreover, others have estimated that the tax-cutting actions at the federal level 
this year will have a net negative impact on Kentucky, primarily due to the 
changes in the estate tax, of over $40 million per year. 3 And current drafts of the 
federal economic stimulus package include changes in corporate taxes that will 
reduce Kentucky’s corporate income taxes by more than $100 million per year in 
the first three years of the package. 4 Further, the National Conference of State 
Legislatures recently identified Kentucky and 14 other states as being "... i n 
worse fiscal condition than others because they are being hit both on the spending 
and revenue sides of their budgets.” 5 And we know that one of the rating agencies 
that assesses the fiscal health and credit worthiness of the state, Standard & 
Poor’s, has placed a “negative outlook” on 
Kentucky’s credit rating. This negative outlook 
amounts to a warning to adopt a structurally 
balanced budget (i.e., recurring revenues that 
match recurring expenditures) or face a down- 
grade in the state’s credit rating. 6 

Over the long term, a number of economic, 
demographic, and political trends suggest that 
Kentucky s state and local system of revenue 
gathering might not be adequate. Individuals 
are receiving a greater portion of their income 
from nontaxable sources. Consumers are purchasing an increasing amount of un- 
taxed services and avoiding the use tax through Internet or catalog purchases. Our 
population is aging at a faster rate than most states, and this will likely reduce 
some state and local tax receipts because elderly households tend to have lower 
consumer expenditures and to spend less on taxed items. Also, Kentucky state 

income tax is not paid on Social Security income or the first $35,000 of private 
pension income. 

Since Kentucky s state and local fiscal structure relies heavily on income and 
sales taxes, we will begin to feel the effect of these long-term structural economic 
and demographic changes before many other states. Kentucky (state and local 
combined) receives about 69 percent of its tax revenue from the income and sales 



Over the long term, a 
number of economic, 
demographic, and 
political trends suggest 
that Kentucky’s state and 
local system of revenue 
gathering might not 
be adequate. 



® ffice ° f ‘ he Governor, “Governor manages budget shortfall, maintains education funding,” press 
release, 26 Oct. 2001. 6 v 

Mary E. Lassiter, Deputy Executive Director of the Governor's Office for Policy Research and Spe- 
cial Assistant to the State Budget Director, e-mail to the author, 27 Nov. 2001 
Lassiter. 

' Nationa! Conference of State Legislatures, State Fiscal Outlook for FY 2002: October Update , 31 
Oct. 2001, <http://www.ncsl.org/programs/fiscal/sfo2001.htm>, 2 Nov. 2001. 

Lassiter. ^ - 
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tax — the fifth highest percentage in a ranking of all states. Meanwhile, the U.S. 
average is closer to 58 percent. 

Additional analysis could be conducted to determine whether more reliance on 
the property tax is warranted, and if so, how best to achieve it in the context of 
House Bill 44 (HB 44). Under the provisions of HB 44, the property tax rate im- 
posed by a local government — a county, municipality, school district, or other 
special district — cannot normally be set at a level that would result in an increase 
in total revenue by more than 4 percent above the revenue collected during the 
preceding year. Some argue that HB 44 imposes a significant limitation on the 
ability of local governments in Kentucky to raise revenue, but we find the evi- 
dence somewhat mixed. More detailed and comprehensive analysis, including the 
systematic collection of data on property tax revenue growth for all local govern- 
ments, would be of great value in determining the impact of HB 44 on local gov- 
ernments and in gauging the possible consequences of its revision or recision. 

EFFICIENCY 

M ost public finance and tax policy experts agree that taxes should have a 
minimal or neutral effect on the behavior of consumers, and a tax that sat- 
isfies this criterion is said to promote economic efficiency. Yet, almost all taxes 
cause some loss of economic efficiency. As a practical matter, then, the challenge 
for economic policy is to limit the extent of the efficiency losses. As a general 
principle, the efficiency losses from a tax are modest and even negligible if the tax 
rate is very low but rise rapidly as the tax rate increases. Another important prin- 
ciple is that taxes cause greater efficiency losses when levied on goods or services 
for which the level of consumption is very sensitive to price. For example, the 

consumption of movies is more price-sensitive 
than the consumption of food, and thus a 5 per- 
cent tax on the former would cause a greater 
efficiency loss per dollar of revenue collected 
than a 5 percent tax on food. These considera- 
tions generally argue in favor of broad-based 
taxes, which allow a given amount of revenue 
to be collected at a lower tax rate, and which, 
because of their inclusiveness, limit the opportunities for taxpayers to switch from 
taxed to untaxed activities. A general sales tax would therefore be preferred, on 
efficiency grounds, to a tax on the consumption of just one commodity category, 
such as apparel. A tax on all earnings would be preferred on efficiency grounds to 
a tax limited to earnings from only one type of work, such as agriculture. The term 
“neutrality” is often used to characterize a tax system that does not favor particu- 
lar kinds of economic activity (such as employment, consumption, or investment) 
over another. A “neutral” tax will apply uniformly to a broad set of activities, 
making it possible to collect revenue at a lower rate of taxation. As will be dis- 
cussed further, the issue of “base broadening” is one (hat warrants close attention 
in the context of Kentucky’s sales tax. 



The issue of base 
broadening is one that 
warrants close attention 
in the context of 
Kentucky’s sales tax. 
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The sales and use tax is one of the major revenue sources for Kentucky, as it is 
for many states. This tax is imposed on tangible goods but not on intangibles such 
as services. In this important respect, the tax is far from a comprehensive tax on 
household consumption. Furthermore, it appears that a substantial portion of sales 
tax revenue derives from the taxation of transactions between firms. This com- 
pounds the tax burden on some categories of goods, as they are taxed at multiple 
stages in the production process. This system creates high cumulative effective tax 
rates on some goods and very low tax rates on others. Reforms that would avoid 
multiple taxation of some goods while including currently untaxed categories of 
consumption would likely improve the efficiency of the tax system and bring the 
sales tax closer to a uniform tax on all consumption. However, avoiding the taxa- 
tion of intermediate goods might necessitate significant changes in sales tax ad- 
ministration, a step not to be taken without careful consideration of administrative 
and compliance costs. 



EQUITY 



M ost people agree that a fair tax system is one that treats people in similar 
situations similarly — a concept known as horizontal equity. At the same 
time, most people agree that the tax system should treat people of different eco- 
nomic means differently — a concept known as vertical equity. The principle of 
vertical equity is often used to justify income taxes at proportional or progressive 
rates. Under a proportional income tax, all households pay the same fraction of 
income in taxes, so higher-income households pay higher taxes than those with 
lower incomes. In a progressive system, individuals or households with higher 
incomes face higher tax rates and their tax burdens therefore are higher than those 
on lower-income households both because their incomes are higher and because 
they pay a larger share of their income in taxes. On the other hand, a "regressive” 
system is one in which individuals or households with lower incomes pay a higher 
fraction of their incomes in taxes compared to those with higher incomes, even if 
they pay less in total. (For example, a flat-rate charge for renewal of vehicle li- 



censes, which requires all vehicle owners to pay the same amount, would be 
regressively distributed relative to income.) 



Some have questioned the fairness or equity of 
Kentucky’s tax structure, especially for the work- 
ing poor, but the interpretation of fairness is largely 
subjective. Nevertheless, some broad principles 
emerge. Kentucky’s state and local tax system 
carves out significant exemptions on necessities 
and provides income tax credits for the very poor. 
The tax burden is fairly proportional over most 



Addressing inflation, 
which has robbed 
Kentucky y s income tax 
of its progressivity, 
would enhance 
vertical equity. 



income ranges except the upper-income levels, where it is somewhat regressive. 
In recent years, the legislature has enacted indexing provisions in the standard 
deduction and in the pension exclusion, but the impact on the working poor has 
been minimal. 



The equity of tax systems changes over time because of incremental exemp- 
tions, rate changes, court-driven exclusions, and exemptions and deductions that 
were not indexed to inflation. In fact, some of the strongest criticism of Ken- 
tucky’s tax code concerns its failure to adjust to changing costs of living. Rate 
classes, low-income credit thresholds, and personal credits have largely remained 
at their original levels. Addressing inflation, which has robbed Kentucky’s income 
tax of its progressivity, would enhance vertical equity. The current rate brackets, 
rising from 2 percent on the first $3,000 of taxable income to 6 percent of income 
above $8,000, are as they were in 1950 when per capita income in Kentucky was 
$990. The effect has been to remove a large degree of progressivity from the tax. 
The low-income credit, established in 1990, remedied some of this problem, but 
the failure to index its thresholds has weakened its effect over time. 

Indeed, we calculate that if income tax brackets, credits, and the standard de- 
duction had been regularly adjusted to reflect changes in the Consumer Price In- 
dex (CPI), the 6 percent marginal tax rate would start at $57,000 rather than the 
current $8,000. Families with taxable income less than $35,000 would face only a 
4 percent marginal rate. Furthermore, the standard deduction would be $2,700 
larger, and a family of four would receive $380 more in personal tax credits. 
However, we also calculate the potential cost of indexing to the CPI, and it is 
enormous. There are numerous scenarios one could examinq, and most result in 
the loss of significant revenue and/or a rather considerable shifting of the tax bur- 
den to higher-income families. The current tax structure can be made more equi- 
table but at a cost. By shifting the burden to higher-income households, it might 
have the unintended consequence of discouraging entrepreneurs or business ex- 
ecutives (with high incomes) to relocate or remain in Kentucky, an important 
policy objective for the Commonwealth. 



COMPETITIVENESS 

T he impact of taxes on Kentucky’s economic development is an important 
consideration. One element of this pertains to how competitive our tax sys- 
tem is compared to other states. Ideally, of course, our goal is to avoid tax burdens 
that significantly exceed those of neighboring states. Is Kentucky’s tax structure 
competitive, or do we discourage capital investment in Kentucky with high busi- 
ness taxes? Two recent studies of business tax bur- 
dens came to opposite conclusions: a Barents 
Group analysis found that Kentucky has average 
business tax burdens and higher-than-average indi- 
vidual tax burdens, but a joint study by the Univer- 
sity of Kentucky Center for Business and Economic 
Research and the University of Louisville College of Business and Public Ad- 
ministration found that Kentucky has above-average business tax burdens. 

We find that, in general, Kentucky’s business taxes are competitive when 
compared to neighboring states. Kentucky’s general business taxes per $100 of 
private gross state product place it fifth highest among the eight states in our re- 
gion while our rank for comprehensive business taxes places us at third highest. 



Kentucky ’s business 
taxes are competitive 
when compared to 
neighboring states. 



Consequently, while there might be reasons to lessen the tax burden on certain 
industries, we see no merit to the argument that business taxes need to be cut 
across the board on competitive grounds. 



BACK TO PRINCIPLES 

T here are many changes one could make to Kentucky’s system of state and 
local taxation that would enhance one or more of the principles outlined 
above. However, many of these changes would simultaneously detract from one 
or more of the other principles. Therefore, it is important for policymakers and 
citizens to be cognizant of these tradeoffs, so decisions can be made to enhance 
one principle while recognizing the potential negative impact it might have on the 
others. 

Perhaps the best way to achieve, comprehensive tax modernization in the ab- 
sence of a major catalyst is to make frequent small improvements. Indeed, our 
history with tax reform suggests that policymakers prefer to revise state tax struc- 
tures incrementally, so changes in state revenues are small and impacts on tax- 
paying groups are marginal. With small changes, state revenue and tax impacts 
may be easier to determine, and fluctuations in state revenue streams from the 
direct and behavioral impacts of tax changes may be limited. The tendency for 
incremental or gradual tax policy change does not necessarily doom comprehen- 
sive state tax reform. Rather, it may suggest that comprehensive reform may have 
a greater chance for success, absent a major “driving force or event,” if reform 
goals are set and incremental changes toward those goals are enacted over time. 




xxi 



GLOSSARY 

Adjusted Gross Income. An income concept defined by tax law — consists of 
taxable sources of income (net of specific adjustments) received by individuals as 
reported on IRS Form 1040. It includes wages and salaries, income from rent, self- 
employment earnings, dividends, interest, pension benefit payments, net gains from 
the sale of assets, and other types of income not expressly exempt from taxation. 

Benefits Principle (or Benefits-Received Principle). This independent norma- 
tive principle states that the beneficiaries of a particular government-spending 
program should have to pay for it. 

Consumption Tax. A tax on the value of all goods and services consumed within 
a period of time. 

Deadweight Loss. A loss of welfare above and beyond the tax revenues collected. 
The price distortions caused by the imposition of a tax discourage transactions that 
would have otherwise taken place in its absence. Some of the welfare attributable to 
these transactions is recaptured in the form of tax revenue, but not all of it and this is 
the loss to society known as deadweight loss. 

Effective Tax Rate. The actual tax rate applicable to a particular situation, which 
usually differs from the rate levied by statute. For instance with the personal income 
tax, the effective tax rate is the proportion of total income paid, which may be 
different from the statutory rate after all adjustments to income have been made (see 
Adjusted Gross Income). 

Horizontal Equity. In a tax system horizontal equity means that people of similar 
means are taxed similarly. 

House Bill 44 (HB 44). Under the provisions of this statute, which was enacted in 
1979, the property tax imposed by a local government cannot normally be set at a 
level that would result in an increase in total revenue by more than 4 percent above 
the revenue collected during the previous year. 

Impact. A reference to the person or persons who are required by statute to pay 
the tax, as opposed to the incidence of the tax, which refers to those ultimately 
bearing the burden of the tax. Someone who rents a dwelling may bear some of the 
incidence of the property tax although the landlord bears the impact. 

Incidence. A reference to the person or persons who ultimately bear the burden of 
a tax, as opposed to the impact of the tax, which refers to the taxpayer who is required 
by statute to pay it and who may pass some or all of the burden to someone else. 

Marginal Tax Rate. The change in taxes paid with respect to a change in income. 

Own-Source Revenue. Revenue a government raises by means of its own legis- 
lation or other action, as opposed to grants-in-aid or transfers from another govern- 
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ment. State taxes are an own-source revenue for the state that collects them, as 
opposed to federal Medicaid reimbursements to the state. 

Poll Tax. A capital tax levied equally on every adult in the community. 

Progress! vity. The degree to which a tax imposes a proportionately heavier bur- 
den on high income people than on low income people. The federal personal income 
tax is generally regarded as a progressive tax. 

Regressive Tax. A tax that imposes a proportionately heavier burden on low in- 
come people than high-income people as a share of their incomes. Sales taxes on 
groceries are regressive because people spend roughly similar amounts on groceries 
regardless of income, this means that a larger share of poor people’s income goes for 
groceries. u 

Tax Shifting. The extent to which impact and incidence differ. 

Turnover Tax. A tax which has as its base the total value of sales at each level of 
production. 

Also frequently referred to as compensating use tax.” A tax generally 
levied at the same rate and on the same base as the sales tax on the use, consumption, 
or storage of goods and services in a state (and, where applicable, locality). A com- 
pensating use tax is required to be paid by customers who purchase goods outside the 
state and then bring them into the state for use, storage, etc. States are also beginning 
to levy use taxes on services that are obtained from out-of-state providers but con- 
sumed in state. 

Value-Added Tax. A levy imposed on business at. all levels of the manufacture 
and production of a good or service and based on the increase in price, or value, 
provided by each level. 

Vertical Equity. Refers to the way that households or taxpayers of different in- 
comes or levels of resources are treated by a program or tax. Evaluations of a tax as 
either progressive, proportional, or regressive are measurements of its vertical equity. 
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TAX REFORM 
IN KENTUCKY 

Principles and Practice 

By David E. Wildasin* 



Tax policy usually reflects an uneasy compromise among conflicting objectives, no 
one of which can be the sole determinant of policy or of policy reforms. Efficiency 
and equity (or fairness) in taxation are two fundamental economic criteria by 
which tax reforms can be usefully evaluated. These are complex ahd many-faceted 
concepts that include many other important criteria for policy evaluation, such as 
simplicity and competitiveness. Tax reform proposals almost always necessitate 
difficult tradeoffs between efficiency and equity. 




T ax policy is inevitably a contentious subj ect. Oliver Wendel l Holmes fa- 
mously declared that “taxes are what we 
pay for a civilized society,” a lofty sentiment 
indeed, and perhaps one that is widely shared. 

But most taxpayers nonetheless seem to feel 
that the cause of civilization might be still 
further advanced if its price were distributed 
somewhat differently, usually in any direction 
but theirs. Senator Russell Long, a veteran tax 
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legislator, summed it up this way: ‘Tax reform means, ‘don’t tax you, don’t tax 
me, tax that fellow behind the tree.’” Moral and ethical principles are frequently 
invoked in tax reform debates, with advocates strenuously asserting the impor- 
tance of “fairness” and “equity” in taxation — discovering, remarkably enough, 
that adherence to these moral principles usually necessitates “taxing the fellow 
behind the tree.” 

Fairness in taxation is undoubtedly important to all citizens, and certainly no 
branch of government seeks an inequitable distribution of tax burdens. Meaning- 
ful discussion of tax reform must begin with a recognition, however, that there is 
wide disagreement about the meaning of “fairness” or “equity.” It must also begin 
with a recognition that the search for better tax policy always involves the bal- 
ancing of competing principles, of which equity or fairness is one but never the 
only one. This balancing is no easy task, but constructive public discourse can be 
advanced by an awareness that tax policy does involve tradeoffs, and that policy- 
makers, and the citizens that they represent, must make choices among competing 
goals. 

Economists have been grappling with the prQblem of taxation at least since the 
time of Adam Smith’s Wealth of Nations (1776), and certain perspectives have 
gradually evolved during the past two centuries of attempts to systematize the 
analysis of tax policy. 7 Perhaps the most important perspective that economists 
bring to bear is that public policies, including tax policy, should be evaluated in 
terms of their impact on economic welfare, that is, the economic well-being of the 
members of society. Taxes harm the economic well-being of those who bear their 
burden, but some methods of raising revenue cause more harm than others. To 
quote another famous justice of the Supreme Court, John Marshall, “The power to 
tax involves the power to destroy.” As Justice Marshall saw clearly, taxes affect 
behavior. An industry, an occupational category, the economy of a region, and 
even the economy of an entire state can be hampered, discouraged, even destroyed 
by taxation because taxes create economic incentives that generally tend to dis- 
courage the taxed activity. These incentives sometimes work in a very direct and 
obvious fashion, as, for example, when taxes on particular items of consumption 
such as luxury goods, tobacco products, or alcohol cause consumers to reduce 
their purchases of taxed commodities — or to obtain those commodities from un- 
taxed sources such as out-of-state suppliers. Sometimes the incentives are much 
less direct, as, for example, when taxes on energy cause an increase in the cost of 
production for certain industries, whose outputs then become more costly, result- 
ing — perhaps through several further stages in the production process — in higher 
prices for goods or services purchased by households. The adjustment of eco- 
nomic behavior in response to tax and other Fiscal incentives may occur rapidly in 
some cases and quite slowly in other cases, but at whatever rate they proceed and 
however indirect they may be, the responses of producers and consumers to 
changes in tax policy play a crucial role in determining the ultimate impact of tax 



The discussion in this and the following chapters relies heavily on many important scholarly and 
policy-analytic studies by many researchers in Kentucky and throughout the world. This work is aimed 
at a general audience, and citations to previous work are minimized in the interest of readability. 



TAX REFORM IN KENTUCKY: PRINCIPLES AND PRACTICE 3 



policy both on the allocation of resources in the economy (that is, the levels of 
consumption and production of different goods and services) and on the economic 
incidence of taxes, that is, the distribution of the real burden of the tax system. 



TAXES AND ECONOMIC EFFICIENCY 

T he free play of market forces tends to drive the allocation of resources in 
ways that reflect both the costs of production of different goods and serv- 
ices the value of the labor, capital, land, raw materials, and other inputs used in 

production and the valuation of these goods and services by consumers the 

amount that consumers are willing and able to pay for them. The search for profits 
by firms leads them to attempt to match production with consumer preferences 
and to find the least costly ways of satisfying consumer wants. The search by con- 
sumers for desired goods and services at low prices, the search by workers for 
satisfying and remunerative employment, and the search by investors for profit- 
able outlets for new investment are all examples of economic behavior through 
which markets mediate the complex process of allocating resources and, in the 
process, balancing the benefits and costs of different possible resource allocations. 
Markets do not always function perfectly, and government policies, including tax 
policies, are sometimes needed to ensure certain goods and x services are ade- 
quately provided . 8 As a general proposition, how- 
ever, freely functioning markets work to achieve an 
efficient allocation of resources, that is, one that 
promotes economic welfare by ensuring that the 
limited productive capacity of the economy is util- 
ized in the satisfaction of the preferences of house- 
holds. When taxes affect economic incentives and 
thus economic behavior, resource allocation be- 
comes dependent not only on the underlying costs 
of production of goods and services and on the 
valuation of goods and services by households, but 
on the tax implications of economic decisions. 

Virtually all taxes do alter economic incentives, 
and thus give rise to economic inefficiencies. An 
important objective of tax policy should be to limit 
the economic harm that the tax system causes through these inefficiencies. 

Several examples can help to illustrate the kinds of inefficiencies that taxes 
can create. A tax on a household’s income, such as Kentucky’s personal income 
tax, creates fiscal incentives for taxpayers to alter their behavior. An income tax 
creates incentives for taxpayers to have less taxable income, which they can do by 
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For example, taxes can help to discourage pollution, excessive congestion of highways, and other 
forms of economic behavior for which markets do not force polluters, road users, etc. to take into 
account the costs imposed on the rest of society by their behavior. In such cases of so-called “negative 
externalities,” the discouraging effect of taxes may be precisely what is needed to improve economic 
incentives. 
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working less and having less earned income, by saving less and having less inter- 
est, dividend, and other forms of income derived from the accumulation of wealth, 
or by receiving income in tax-preferred or tax-sheltered forms such as untaxed 
fringe benefits, tax-sheltered retirement savings, or tax-preferred capital gains, to 
name only a few possibilities. Kentucky’s sales tax does not fall equally on all 
categories of consumption, as described in Chapter 3, and it thus creates incen- 
tives favoring certain patterns of consumption over others. Because it reduces the 
effective purchasing power of household incomes, it also discourages work effort 
in much the same way as the income tax, even though it does not actually tax 
earnings directly or explicitly. Local property taxes increase the cost of residential 
housing, both for homeowners that pay these taxes directly and for renters who 
absorb some portion of the tax in the form of higher rents demanded by landlords 
who are liable for property taxes. Property taxes on commercial and industrial 
property affect the profitability of investment, the amount of employment, and the 
output of goods and services; business income taxes affect investment and em- 
ployment incentives, and so forth. 

Most state and local taxes are location-contingent, that is, they must be paid by 
taxpayers located within a taxing jurisdiction but are not paid by those outside. 
Kentuckians pay the state’s personal income tax, but could avoid this tax if they 
lived outside of the state. For the most part, they pay the state’s sales tax because 
many of their purchases occur within the state; households residing outside of the 
state may pay some of Kentucky’s sales tax if they happen to engage in purchases 
here, but nonresidents generally pay relatively little of Kentucky’s sales tax. A 
household or business can avoid the property tax collected by a particular munici- 
pality, country, or school district by locating in a different jurisdiction either 
within the state, in another state, or even in a different country. A business may 
build facilities and hire workers in Kentucky in order to sell goods and services to 
the state’s residents or for export, or it may instead locate in another state (or 
country), and its location will affect whether it pays taxes to the state. Location- 
contingent taxes affect the incentives of households and firms to locate in Ken- 
tucky, and in particular localities within Kentucky. 9 The phrase “fiscal competi- 
tion” (or “tax competition”) is often used to describe the fact that individual states 
and localities “compete” for productive, mobile resources with other jurisdictions, 
and that taxes (along with other policies, including the provision of public services 
financed by taxes) help to determine whether and what types of investment, work- 
ers, and other resources are drawn to or repelled by these units of government. 
Concerns about the “competitiveness” of state and local tax systems arise from a 
recognition that taxes affect the locational dimensions of economic behavior — one 
of the many incentive effects that arise from taxes. 

Almost all taxes cause some loss of economic efficiency. As a practical matter, 
then, the challenge for economic policy is to limit the extent of the efficiency 

Are any taxes not location-contingent? Yes, because some taxes are assessed against resources that 
cannot move from one place to another. Leading examples would be taxes on land and natural re- 
sources (including, for example, taxation of mineral resources like coal). The owner of a mineral de- 
posit or parcel of land can escape tax. 
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